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Treasury bond yields and mortgage rates spike as equities drop
following June 19th statement and press conference
Fed policy in line with our expectations, though the definite path is
dependent on the pace of the recovery and the inflation outlook

The latest FOMC meeting announcement and the Chairman’s press conference were intended to
provide a clearer view on monetary policy, yet market reactions were quite dramatic and to a
large extent, opposite to the Fed’s intentions. Bernanke’s press conference was meant to
reinforce Fed’s communication transparency with a bit more clarity on tapering and the eventual
end to QE3. A key goal with their highly accommodative monetary policy stance has been to
maintain downward pressure on long-term interest rates; however, Bernanke’s assessment of
slowing asset purchases by the end of 2013 sent markets into overdrive. Additional comments
from the FOMC meeting statement also contributed to this unexpected market reaction, including
views that the downside risks to the economy and labor outlook have diminished since start of
QE3, an introduction of a new unemployment threshold of 7% for the end of QE3, and improved
expectations for reaching the 6.5% unemployment rate threshold for the first policy rate hike in
2014 (vs. previously thought 2015). Overall, the result was that the 10-year Treasury yield
jumped from 2.2% to 2.6% in less than one week, while mortgage rates spiked and equity
markets tumbled to the lowest levels seen throughout the month, all of the above being out of
character for a response to the Fed’s continued stimulus.
Since the announcement, many FOMC members have taken the stage to address this puzzling
mismatch between the Fed’s desired impact and actual market reactions. It is clear that Bernanke
and his FOMC colleagues were thrown for a loop, with most of them deeming it an
“overreaction”, stressing that QE3 is still very data dependent and could continue at full speed if
economic indicators disappoint. The main focus of the most recent Fedspeak has been to reemphasize the difference between QE and the Fed Funds guidance as a way to anchor long-term
yields to the latter, and thus promote an orderly and slow yield curve normalization process. This
implies full understanding that scaling back QE3 still means continuation of monetary policy
accommodation and balance sheet growth, which should not be confused with the tightening of
monetary policy (increase of the Federal Funds rate) that is expected to come later in 20152016. While both QE3 and the near-zero Federal Funds rate are intended to support a stronger
recovery, QE3 is more geared toward increasing activity and confidence in the short-term and is
therefore tied to different criteria. Another takeaway from the latest Fedspeak has been lack of
concern over low inflation and agreement that most downward price pressures are due to
transitory effects.
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While the markets seemed to be somewhat surprised by the timeline for dialing down the current
pace of asset purchases outlined by the Chairman, the details revealed remain consistent with our
baseline scenario. We continue to expect that the FOMC will begin to dial down asset purchases in
late 3Q13, ultimately concluding the program in 1H14, as long as economic activity continues to
improve at a steady pace. Furthermore, we expect that the Fed will first increase the Fed Funds
rate in 3Q15, prior to continuing its exit strategy with asset sales in 2Q16. However, the plan is not
quite set in stone and there is plenty of room for the Fed to stray from this suggested timeline.

Two Alternative Future Paths of the 10-Year Treasury Yield
In light of the recent spike in the 10-year Treasury yield responding to the possible, yet
misunderstood, early increase of the Federal Funds rate, we present two scenarios of how the
current path of monetary policy can differ due to unexpected changes in the economic
environment.
Early Exit Forced by High Inflation: Inflationary concerns have moved to the back burner as of
late, yet the few FOMC hawks are still adamant about the costs to QE3. In the off chance that
inflationary pressures spike rather quickly, we could see a sooner start to dialing down asset
purchases, potentially ending QE3 by December 2013. With the pickup in economic growth
implied by this scenario, we expect that the Fed could shift up the first target rate hike to 2Q14 and
then start asset sales in late 4Q14. Given muted price pressures, we believe that this scenario has a
low probability.
Late Exit Weighed by Slow Growth: The unexpected downward revision to 1Q13 real GDP growth
could spark worries of a slower-than-expected recovery. If this unimpressive pace of growth
continues and inflationary pressures remained subdued, we could potentially see a delayed
response from the Fed with regard to both QE3 and the first target rate hike. In this case, we
expect that asset purchases could continue at the current pace of $85bn per month through
2014, tapering slowly in 2015 and 2016, with an ultimate end to QE3 in 4Q16. This scenario
would also suggest no increase in the Fed Funds rate at least through 2017. Likewise, we don’t
assign a high probability to this alternative scenario.
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Bottom Line: Fedspeak Hopes to Calm Market Overreaction
It has become clearer in the past few days that market reactions to the FOMC statement and
Chairman press conference were not quite what the Fed had expected. The ongoing response in
the Treasury bond market has made it clear that the Fed’s policy is not set in stone and will remain
highly responsive to unexpected changes in economic activity. We maintain our baseline
expectations for dialing back QE3 beginning in late 3Q13, while we expect the Fed’s policy will
remain data-driven and strongly contingent upon clear communication and transparency. Given this
“overreaction,” we expect that markets could correct somewhat in the coming weeks. With very few
economic reports due out before the next FOMC meeting, there is little to suggest any significant
shift in Fedspeak or a change in July’s FOMC meeting statement. Also, we do not expect that the
minutes from this past meeting will warrant a sharp increase in long-term interest rates.
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